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benefit consumers and will not result in anticompetitive
behavior®, Kahn and Tardiff and Gordon point to the experience of
markets where SNET and GTE operate as integrated carriers as
evidence of the benefits of allowing ILECs to compete in interLATA
services.% However, the most important lesson demonstrated by
this experience is consumer demand for "one-stop shopping."

With the introduction of effective local competition, it
will be possible to erase the artificial distinction between
intralATA and interLATA telephone service, and consumers will be
able to flexibly purchase bundles of service from multiple
carriers.¥ This combination will simplify consumer choices and
will facilitate the development of innovative new services and more
effective discounting programs, producing significant benefits for
consumers. The success of GTE and SNET demonstrates the attraction
of "one-stop shopping to consumers." However, 1in the current
regime, consumers cannot choose among multiple suppliers.

Premature entry by a BOC into interLATA services is

8 Earlier we cited evidence which suggests that SNET and GTE
have behaved in an anticompetitive manner.

86 See Affidavit of Alfred E. Kahn and Timothy J. Tardiff, note
5, supra, page 30; or, see Affidavit of Kenneth Gordon, note 4,
supra, page 11.

8 Kahn and Tardiff note that “"competitors that can offer
'one-stop shopping’ have a considerable competitive advantage over
those that cannot." (See Affidavit of Alfred E. Kahn and Timothy J.
Tardiff, note 5, supra, page 39.)
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likely to make this situation permanent by affording the BOC an

unfair advantage in competing for long distance traffic and by

raising local entry barriers (as we described earlier). The only
entry barrier facing SWBT -- but facing no other carrier who wished
to compete in Oklahoma toll markets -- 1is the regulatory

restriction embodied in Section 271 of the 1996 Act. Once this
restriction is relaxed, SWBT can rapidly enter long distance
services, making use of existing excess capacity in its local
network where available and leasing bulk transport facilities in
competitive long distance wholesale markets otherwise. In
contrast, entry by an IXC into local service will depend on the
successful implementation of the Section 251 unbundling provisions
of the Act. We do not yet know whether these will be successful in
eliminating the significant economic entry barriers that confront
firms wishing to compete with SWBT in local service markets.
Similarly, Kahn and Tardiff cite the experience of
cellular, paging, voice messaging services, intralATA toll, and
customer premise equipment markets to demonstrate the absence of
anticompetitive behavior on the part of the ILEC.¥ First, these
services are complementary to the LECs’ core businesses of
providing local access and telephony services. Until passage of the

Act, these core businesses were not seriously threatened by

% See Affidavit of Alfred E. Kahn and Timothy J. Tardiff, note 5,
Supra, pages 31-34.
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competitive entry and the LEC had less of an incentive to
discriminate in adjacent markets. Second, a number of these
services are premium services (e.g., cellular, paging, and voice
messaging) . Third, the LEC continues to earn excess carrier access
revenues from these services which provides them an added incentive

to stimulate demand for complementary services.

F. SWBT is unique in being able to offer effective long
distance competition.

Kahn and Tardiff, Gordon, and Schmalensee all argue that
SWBT is unique in its ability to offer effective interLATA
competition and to deliver benefits of competition to low-usage
customers. All agree that one-stop shopping will be attractive to
consumers and will permit an integrated provider to realize scale
and scope economies with respect to sales and marketing costs and
corporate overhead. However, none of them adequately addresses the
asymmetry in the challenges faced by IXCs integrating into local
services and ILECs integrating into long distance. While the former
face formidable economic entry barriers, the latter are limited
solely by the regulatory restriction against providing in-region,
interLATA service. The challenge to introducing effective
"one-stop" shopping competition is to introduce effective local
competition. Until this succeeds, entry by an ILEC into long
distance will give it an overwhelming and unfair competitive

advantage; whereas, IXCs seeking to enter local services will not
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have such an advantage until they demonstrate that they can compete
effectively in local services. Therefore, SWBT is unique because of

its monopoly control over essential bottleneck facilities.

G. The Threat of Anticompetitive Behavior by SWBT is Real
and Supported by Economic Theory.

Kahn and Tardiff and Gordon argue that the
anticompetitive dangers we identify in Sections III and IV are
purely speculative. However, our earlier discussion cites examples
demonstrating that the danger is real. SWBT experts argue that
current regulatory safeguards against anticompetitive behavior are
more than adequate to protect against future abuses. However, we
have no experience enforcing wunbundling and interconnection
provisions which are as complex and as extensive as those required
under the Act.¥® As noted earlier, with entry into in-region
interLATA services, SWBT’s incentives and ability to pursue
anticompetitive strategies will increase at the same time that the
regulatory challenge facing the Oklahoma Corporation Commission is
becoming more complex. Under these circumstances, the entry
restriction against in-region, interLATA participation by SWBT

represents the least cost regulatory alternative to assure that

8 While we believe that successful implementation of the
unbundling provisions of the Act are necessary to promote effective
competition, Kahn and Tardiff appear to disagree and imply that the
Act went too far in its requirements. (See Affidavit of Alfred E.
Kahn and Timothy J. Tardiff, note 5, supra, page 27-28.)
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SWBT does not abuse its market power to harm the competitive
process.

Both Gordon and Kahn and Tardiff offer a selective
critique of potential anticompetitive strategies in an effort to
demonstrate that these are not theoretically plausible. For
example, Kahn and Tardiff argue that predatory behavior presumes
that the LEC believes it could drive existing long distance
carriers from the market.® This is incorrect. All that is
necessary is that the LEC believe that by selectively harming IXC
competitors it could prolong or extend its market power over local
or long distance services. The emergence of effective local
competition offers the greatest potential benefits to consumers,
and consequently, the LEC’s incentives and ability to hinder the

emergence of such competition presents the gravest threat.

H. Estimates of significant gains from interLATA entry by
SWBT are over-stated and based on erroneous assumptions.

Michael Raimondi presents estimates of the consumer
benefits from interLATA entry by SWBT based on the well-known WEFA

econometric model of the economy.” When based upon appropriate

%0 See Affidavit of Alfred E. Kahn and Timothy J. Tardiff, note
5, supra, page 22.

o1 Robert Dauffenbach and Edward Price merely endorse the WEFA
analysis. They endorse the general methodology employed by the
model but do not substantiate the assumptions underlying the WEFA
base case or the "SWBT-entry" scenario. The anecdotal evidence they

(continued...)
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assumptions, such econometric models are capable of generating
useful insight into how changes in one industrial sector can have
effects which propagate throughout the economy. Because
telecommunication services are an essential input to virtually
every productive activity in the economy, reductions in
telecommunications prices generate large gains 1in economic
well-being. Had the WEFA model been run with the assumption that
local rates would fall by a similar amount as they assume toll
rates will fall, the estimated benefits to Oklahoma consumers would
be significantly larger. Conversely, if lower toll rates come at
the expense of higher relative local rates (because competition is
delayed), then the overall effect on Oklahoma’s economy would range
from zero to a large negative impact depending upon the input
assumptions.

Therefore, the WEFA findings are and can be no better
than the assumptions employed in the scenarios. Unfortunately, the
WEFA report 1is not based on appropriate assumptions regarding
either the base case or the "SWBT-entry" scenario. For example,
WEFA simply assumes that SWBT entry will result in a further
decline in long-run prices for long distance services of 25 percent

(i.e., in addition to what would occur otherwise under the base

1 (...continued)

cite on the importance of information technology for the Oklahoma
economy applies equally well to the base case and alternative
scenarios, but says absolutely nothing about why SWBT entry would
lead to further reductions in long distance prices.
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case scenario). Because long distance prices already approximate
economic costs, this assumption is incorrect. Consequently, the
WEFA results shed no light on the issue of SWBT entry on consumers’
well-being.

Furthermore, although the WEFA report did not adequately
describe the assumptions included in the base case scenario (i.e.,
in which SWBT is not allowed to enter long distance services at
this time), this scenario is 1likely extremely conservative
regarding its forecasts about the improvements in productivity and
prices which can be expected in toll markets in the absence of
interLATA relief. As a result, the WEFA study attributes far more
credit to SWBT’s entry than is warranted. For example, the study
assumes a dramatic increase in productivity growth of two percent
per year due to interLATA relief, supporting this with ad hoc
references to the trade press. Moreover, this same assumption seems
to be a common one for WEFA because they used the same assumption
to estimate the benefits of relaxing the MFJ line-of-business

restriction on the BOCs in 1994” and again to estimate the

”  See WEFA Group, Economic Impact of Eliminating Line-of-Business
Restrictions on the Bell Companies, Bala Cynwyd, Pennsylvania, July
1994, page 14. Although the report was issued after the information
services restriction was eliminated, it specifically noted (page 7)
that the "recently granted information services relief is not
reflected in the Baseline forecast."
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benefits of interLATA relief in 1995." Much of WEFA’s
justification for this assumption in its 1994 study disappeared
once the line-of-business restrictions were relaxed, yet WEFA has
not adjusted its scenarios to reflect these and other important

changes to the base case scenario.

I. In Summary, While Benefits from SWBT Entry into Long

Digtance are Likely to be Small, Benefits of Increased

Local Competition are Likely to be Large.

In summary, therefore, prices in long distance markets
approximate economic costs. Because long distance markets are
already effectively competitive, entry by an additional firm --
even SWBT -- will not have a significant effect on long-run prices.

In contrast, however, one should expect significant gains from

introducing competition to local services.

VI. SUMMARY AND CONCLUSIONS

The Telecommunications Act of 1996 is a landmark attempt
to promote competition in all telecommunications markets.
Recognizing the current state of local exchange competition, the

Act contains broad instructions to promote competition in local

% See WEFA Group, Economic Impact of Deregulating U.S.
Communications Industries, Bala Cynwyd, Pennsylvania, February
1995. For a critique of the WEFA analysis which applies as well to
the most recent study, see R. Glenn Hubbard, Economic Impact of
Entry into Long-Distance Markets by Bell Companies: Response to the
WEFA Study, Mimeograph, Columbia University, May 1995.
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markets and to deregulate. Around the country, state commissions
are engaged in arbitrations to broker agreements between BOCs and
entering competitors to ensure progress 1in local exchange
competition. For the purposes of this proceeding, the Act also
addresses competition in long distance markets. In particular,
Section 271 of the Act seeks to identify and achieve criteria for
the removal of restrictions against participation by BOCs in
interLATA markets.

This affidavit addresses the following question: From an
economic perspective, what are the appropriate preconditions under
which interLATA relief for SWBT will be in the public interest? To
answer this question, one must analyze two related sets of issues.
The first set investigates and compares the current state of
competition in markets for long distance services and markets for
local exchange services. The second set investigates and compares
potential gains and losses to consumers from interLATA relief for
SWBT and other BOCs.

We address both sets of issues, with a goal of informing
the Commission of the economic principles that should guide the
decision to grant or deny SWBT the right to compete in interLATA
markets. Two themes guide the analysis. First, while the removal
of regulatory entry barriers 1s generally pro-competitive,
premature interLATA relief is 1likely to be anticompetitive by
raising local exchange entry barriers and threatening existing long

distance competition. Second, the Commission should protect the
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process of competition, not competitors; premature removal of the

long distance entry barrier would harm the process of competition,

while protecting SWBT.

At the broadest level, the principal points of our

affidavit are two:

1.

Long distance markets in general are already effectively
competitive. Admitting SWBT and other BOCs as additional
competitors will contribute 1little to long distance
competition, and as long as they continue to control
local monopolies, will likely harm competition in local
exchange markets as well as the long distance market.
Nothing in the submissions by SWBT affiants Robert
Dauffenbach, Kenneth Gordon, Alfred Kahn and Timothy
Tardiff, Edward Price, Michael Raimondi, and Richard
Schmalensee in this proceeding causes us to alter this
observation.

Local exchange markets are still effectively monopolized.
Anticompetitive behavior by BOCs is unlikely to be
restrained in the short-run by market-based competition.
Further, regulatory restraint alone will be an inadequate
safeqguard against subtle anticompetitive practices.
Permitting interLATA relief for the BOCs prior to there
being effective local exchange competition enhances both
the incentive and opportunity to engage in a range of
anticompetitive practices. Given these points, our
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conclusion is that interLATA relief for SWBT should be
postponed until the success of effective local exchange
— competition is assured. In the near term, SWBT entry is
likely to impede competition in both local exchange and
long distance markets, reducing gains for consumers and
frustrating the competitive intent of the

Telecommunications Act of 1996.
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Figure 1: Composition of the Long Distance Industry, 1994!

Tier by Annual Toll Facilities- Resellers Total Share Toll
Revenue based Revenue
(%)
Tier 1A: > $5B 3 0 3 80%
Tier 1B: $1B-$5B 2 0 2 6%
Tier 2: $100M-$1B 9 1 10 3%
Tier 3: $15M-$100M 73 57 130 8%
Tier 4: $5M-$15M 120 128 248 3%
Tier 5: <$5M 196 270 466 <1%
Total 403 456 859 100%

! Source: Salomon Brothers,

U.S. Telecom Services, April 17, 1996, page 19.
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Figure 2: Carrier Identification Codes Assigned!
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' Source: Federal Communications Commission, Statisticsof Communication Common Carriers, 1995/1996 Edition,
Table 8.13.
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Figure 3: AT&T Pricing -- Real Growth in Switched Interstate Toll Service
(ARPM Index 1984 = 100)*
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! price indices for Average Revenue Per Minute (ARPM) and ARPM net of access are based on proprietary AT&T data
for all switched interstate services. The nominal price data were converted to a constant 1984 dollars using
the implicit GDP deflator reported by the Bureau of Economic Analysis in the Survey of Current Business.
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Figure 4: AT&T Pricing -- Real Growth in AT&T Switched Services
(ARPM Index 1990 = 100)!
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Outbound for Domestic Toll and Business Inbound for Domestic Toll are based on proprietary AT&T data. The
nominal price data were converted to constant 1990 dollars using the implicit GDP deflator reported by
the Bureau of Economic Analysis in the Survey of Current Business.
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Figure 5: AT&T Pricing by Usage Category Dial-1 Offer Price History
($/minute)?

0.14 +

0.13

0.12 -

0.11
1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997

—e—LOW ($5-10) —=— MEDIUM ($25-50) —a—HIGH ($75-100)

! prices for best offer prices are based on AT&T tariffs applicable to customers in each monthly usage
category. This chart was prepared by Thomas Brand of AT&T, January 1997.
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Figure 6: Telecommunications Producer Price Indices!
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Figure 7: Income Statement Accounts for AT&T, 1988-1994
($ per switched conversation minute)!?

Acct# 1988 1989 1990 1991 1992 | 1993 1994

Share LD revenue switched 86% 88% 88% 89% 89% 90% 90%

LD Revenue (excl private)’ 0.239 0.221 0.205 0.198 0.192 | 0.18 0.181

5300 [Uncollectibles 0.005 | 0.006 0.005| 0.006 | 0.007 | 0.00 ] 0.005

650 |Total Plant Specific Operations 0.024 0.019 0.018 0.018 0.013 | 0.01 | 0.012

Other non plant specific® 0.012 0.011 0.010 0.007 0.009 | 0.00 0.008

6540 [Access 0.013 | 0.092 0.085; 0.079 | 0.074 | 0.07 0.065

6560 Depn and Amortization 0.016 0.019 0.017 0.018 0.012 | 0.01 0.013

690 |[Total Non specific Plant Opns 0.141 ] 0.121 0.112 0.104 | 0.095 | 0.09 | 0.086

700 |Total Customer Operations 0.034 0.034 0.032 0.032 0.031|0.03 0.034

710 [Total Corporate Operations 0.020 | 0.020 0.010| 0.021 | 0.029 [ 0.02 0.019

% of switched long distance revenue

Acct# 1988 1989 1990 1991 1992 1993 1994
LD Revenue (excl private) 100.0% |100.0% | 100.0% |100.0% |100.0% [100.0% |100.0%
5300 [Uncollectibles 2.0% 2.5% 2,5% 3.2% 3.7% 3.1% 3.0%
650 |Total Plant Specific Operations 10.0% 8.6% 8.6% 9.2% 6.7% 7.0% 6.5%
6540 |Access 47.4% | 41.4% 41.4% | 40.1% | 38.7% | 37.6% | 35.9%
6560 |[Depn and Amortization 6.5% 8.5% 8.5% 8.9% 6.2% 6.2% 7.2%
700 [Total Customer Operations 14.3% | 15.5% 15.5% | 16.4% | 16.2% | 18.4% | 18.6%
710 |[Total Corporate Operations 8.5% 8.9% 8.9% | 10.4% | 15.2% | 14.1% | 10.4%

! Source: Statistics of Communications Common Carriers, Federal Communications Commission, 1988-1994, Table 2.9.
The measure of switched Conversation Minutes of Use (CMOU) is based on proprietary data provided by AT&T for
all interstate and intrastate services. Costs per minute are based on the share of long distance revenue
switched times the appropriate expenditure category divided by the CMOU.

? The share of long distance revenue switched equals long distance revenue (excluding private) divided by LD
network service revenues. Long distance revenue (excluding private) is the estimate of switched long
distance revenue (=Acct 525 - Acct 5120).

3 Long distance revenue (excluding private) is estimate of switched long distance revenue (=Acct 525 - Acct
5120).

* Other non-plant specific costs are given by Acct 690 - Acct 6540 - Acct 6560.
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